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SUMMARY 


e We should not let our vision of the future be distorted 
by our current economic ills. Canada’s economy is fun- 
damentally strong, its potential vast. The base from which 
Canada begins to tackle its current problems is the envy of 
peoples the world over. 

e A moderately paced recovery, which we believe is in 
store, will help to preserve the gains we have made on the 
inflation front and to usher in a new era of economic 
stability - an era characterized by progressive gain in 
employment, healthy rates of business investment and a 
rebound in productivity growth and living standards. It is 
the Bank of Montreal’s view that Canada is on the 
doorstep of this new era of stability. We have the ability to 
cross the threshold, but we could also stumble backwards. 
The choice is ours. 

® It is vital that Canadians not exaggerate their 
economic problems: exaggeration can lead to policy mis- 
takes that could prevent the full realization of our rich 
potential. Specifically, we need to guard against an overly 
pessimistic view of Canada’s near term prospects. Some 
forecasters have suggested that the recovery is about to 
abort and/or that the economy is poised for a sharp inten- 
sification of inflationary pressures as early as 1984. We 
think both of these views are in error, given the monetary 
and fiscal policies currently in place. 

e At the moment, Canadian policymakers are under 
intense pressure to do much more than they are now 
doing to restore strong economic growth quickly. A justi- 
fiable case can be made for programs aimed at alleviating 
some of the pain of unemployment, but there is no clear 
justification for: programs aimed at overstimulating the 
economy; programs aimed at providing additional pro- 
tection for domestic industries from foreign competition; 
programs aimed at shoring up industries that are no 
longer viable without significant government support. 
The policy actions we undertake now will determine the 
shape of Canada in the future. 

e No single comprehensive strategy can be made to fit 
the Canadian situation. Canada’s is a mixed economy 
requiring a mixed strategy. We do, however, favour 
policies that place greater reliance on market forces to 
determine the allocation of the bulk of Canada’s resources 
in order to promote greater efficiency and productivity. In 
a word, this implies adopting a more ‘‘neutral’’ policy 
approach. 

e It also implies rejection of the idea of an all-encom- 
passing “industrial policy”. Before the fact, we know very 
little about what constitutes a ‘’winning”’ industrial 
structure. There are no generally accepted economic 
criteria to guide us in deciding which industries should 
receive government support, and which should not. 
Under such circumstances, the Canadian economy would 
come out a net loser. 


Trade Policy 


e Trade policy should receive top billing in any discus- 


sion of Canada’s overall economic strategy. With nearly 
30% of our GNP being generated by exports, it is evident 
that a strong trade performance is absolutely vital to the 
health of the Canadian economy. But another important 
source of strength to the Canadian economy is its large 
volume of imports. 

e Trade restrictions reduce production and realincome, 
and redistribute the smaller amount of real income in 
favour of businesses and workers in protected industries. 
Every claim for protection, no matter its guise, is essen- 
tially a claim for special preference at the general expense; 
every protectionist measure makes a select few better off 
at the cost of making everybody else worse off. 

e We need to put to rest the argument that imports 
reduce employment opportunities for our citizens. It 
assumes implicitly and incorrectly that employment 
opportunities for Canadians are frozen; that there are no 
alternative uses for our labour resources; that resources 
displaced by imports cannot be shifted to the production 
of other goods and services. 

e We cannot blind ourselves to the costs of adjustment 
imposed when imports displace domestic products, costs 
which can only rise if adjustment is postponed. Trade and 
related domestic policies should be fashioned to facilitate 
the long-run structural adjustments occasioned by 
increased import penetration and the impact of new 
technology. Supplementary policies should be aimed at 
shifting resources to where they can be more productively 
employed, improving the flow of information about 
employment and investment opportunities elsewhere, 
and providing labour retraining and financial adjustment 
assistance. 

e The spirit of long-established rules under the General 
Agreement on Tariffs & Trade (GATT) and the multilateral 
character of GATT are being threatened by the prolifera- 
tion of trade restrictions. 

e Tariffs were long ago displaced by non-tariff barriers 
as the principal means of restraining trade. Although 
these barriers are frequently less visible and less easily 
detectable, they are no less insidious in terms of their 
effects. The list of such trade restrictions is lengthening. 

e The rising tide of protectionism must be reversed. 
Canada can and should play an important role in advanc- 
ing the substantial agenda of reforms that would help 
stem this tide. 

e The GATT umbrella needs to be widened to cover 
international trade in services. The advantages that accrue 
to individual nations and the world economy generally 
from trade in services are no different from trade in goods. 
Barriers to trade in services, like barriers to trade in goods, 
reduce real national income and redistribute that smaller 
income to the industries receiving protection. Greater 
international effort is needed to develop a conceptual 
framework aimed at promoting trade liberalization of a 
variety of services on a multilateral basis. 

e There is need, as well, to come to grips with barriers to 


the free flow of direct investment across international 
borders. Because direct investment is one of the most 
efficient instruments for the transfer of resources and 
technology, it should be generally free of restrictions. 
Extending the international rules to cover foreign direct 
investment flows is clearly warranted. 

e Canada must adjust its foreign direct investment 
policies to bring them better into line with its trade 
policies. Canadians need once again to recognize the dis- 
tinct advantages conferred on them by foreign direct 
investment. Recent changes in the way in which FIRA is 
processing applications are to be welcomed. We hope this 
action can be broadened in future. 


Resource Mobility 


e Inside Canada, there should be free movement of 
goods, services, and labour and capital resources. Unfor- 
tunately, a web of regulations and restrictive trade prac- 
tices hampers such movement. 

e We would suggest that this Royal Commission 
undertake its own independent analysis of the benefits 
and costs of the many regional barriers that exist to 
hamper trade and investment within Canada. We would 
hope that this would lead to greater recognition of the 
need for federal-provincial cooperation to actively pro- 
mote the movement of scarce labour and capital resources 
in response to the dictates of the marketplace. 


Fiscal Policy 


e Canada’s large prospective budget deficits are of con- 
siderable concern to the Bank of Montreal. 

e Increased public borrowing puts the government in 
competition with the private sector for available funds. 
Short-run deficit increases, however, need not ‘’crowd 
out” private borrowing. During recessions, for example, 
budget deficits can and do increase without crowding out 
business activity. However, if excessive deficits persist 
wellinto recoveries, they then can enter into conflict with 
expanding private sector requirements. Higher real 


interest rates are the means by which corporate borrowers 
are crowded out. 

@ In Canada’s small open economy, with its easy access 
to foreign markets, crowding out may take longer, and 
may only be partial, but a continuous increase in the ratio 
of government debt to GNP forces up real interest rates 
and is not any more sustainable than in a closed economy. 

e Failure to make a substantial dent in the structural 
deficit may leave the monetary authorities with two 
equally unpleasant alternatives as the recovery pro- 
gresses: to allow real interest rates to increase and risk 
crowding out private sector activity, or to finance the 
deficit through money creation, reigniting inflationary 
pressures and thereby giving up the substantial progress 
towards price stability achieved at a very high cost in the 
last few years. 

e Insofar as current and prospective budgetary deficits 
imply a rising debt to GNP ratio in both Canada and the 
United States, it seems clear that these deficits are too high 
and too costly. Unless the prospects are altered, they may 
well impair private sector activity during the rest of this 
decade. 

e Difficult steps will be required to resolve Canada’s 
deficit problem. We need to reassess the merits of virtually 
every expenditure program in terms of its effectiveness, 
efficiency and equity. 


The Future 


e Between 1948 and 1981, Canada’s real GNP increased 
by about 450%, employment went up by more than 200% 
and real per capita personal income after taxes — probably 
the best measure of Canadians’ living standards — rose by 
about 250%. A repeat performance in the next quarter 
century is not out of the question, nor would such a 
performance be viewed as disappointing. To accomplish 
even that, however, will demand greater adjustments 
than those demanded in the past. We can do it. The only 
question is, do we have the will? 


I. INTRODUCTION 


Canada has its share of major economic problems. We 
should not, however, let our vision of the future be dis- 
torted by our current economic ills. Canada’s economy is 
fundamentally strong, its potential vast. 

How could it be otherwise? Canada’s endowment of 
natural resources is rich and varied; its labour force is 
well-educated and highly skilled; and it possesses a large 
stock of capital goods. It is hardly surprising, therefore, 
that Canadians enjoy one of the highest standards of 
living in the world. The base from which Canada begins to 
tackle its current problems is the envy of peoples the 
world over. 

There are, of course, anumber of evident weaknesses 
in the Canadian economy. The pace of activity in our 
resource-based industries is dramatically below the rates 
posted in earlier years. A large percentage of our labour 
force is not working at all - about 11.5% according to the 
latest official estimate, which excludes discouraged work- 
ers — and many of those who are working are employed 
only part-time. Moreover, due largely to the severity of 
the recession, nearly one-third of our capital stock is idle. 
But that tells only part of the story: a significant propor- 
tion of our capital goods is outmoded or concentrated in 
sectors where Canada does not possess a competitive 
advantage. Thus, in spite of considerable excess capacity 
overall, Canada’s stock of capital goods in certain sectors is 
inadequate, a situation that has been made worse by the 
near 20% decline in real business fixed investment since 
its peak in 1981. 
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A good many of our current economic difficulties 
stem from the 1981-82 recession, the worst in Canada’s 
post-war history, and far worse than those experienced by 
the other major industrialized countries. But the recession 
was not the product of forces beyond the control of policy 
makers. In fact, it was policy-induced, the consequence, 
in large measure, of very restrictive monetary policies 
adopted both at home and abroad, the objectives of which 
were to slow inflation and to dash inflationary expecta- 
tions. 


Scope of the 1981-82 Recession 
(% Decline Peak to Trough) 
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On that score, the monetary authorities have regis- 
tered an impressive record of success: the high double- 
digit rates of inflation, so prevalent during the late 1970s 
and early 1980s, have, with few exceptions in the indus- 
trialized world, been forced down to low single-digit rates. 
The inflation rate in Canada has tumbled to a level near 
5%,in the U.S. to near 3%, and in the European Economic 
Countries as a whole to 7.1%. 
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We did, of course, pay a heavy price in this most 
recent global battle against inflation. Besides the world 
recession, the global debt crisis was a major result: the 
near exclusive reliance on monetary policy to bring infla- 
tion under control hit Third World countries with a one- 
two punch - significantly reducing their foreign exchange 
earnings, as both their export volumes and prices plum- 
meted, and sharply increasing their interest payments on 
loans that had become increasingly short-term and priced 
at floating rates of interest. There wasa third cost as well to 
the battle against inflation: an intensification of protec- 
tionist sentiments worldwide. 

The damage to the world economy is now beginning 
to be repaired; the policy environment has changed. 
Monetary policy, in North America at least, has become 
decisively less restrictive. It is currently directed at foster- 
ing a recovery in economic activity, an objective being 
further supported by expansionary fiscal policies. And, as 
was true of their earlier battle to bring inflation under 


control, Canadian and U.S. policy authorities have been 
quite successful in the early stages of recovery. 

Real output in the U.S. bounded ahead at an annual 
rate of 6.7% during the first three quarters of 1983, and 
employment increased by a strong 2.8% since its trough 
last December. On the basis of available statistics, the 
rebound in Canada’s real output during the first three 
quarters of this year appears even stronger. On the 
employment front, the 3.6% growth since the November, 
1982 trough means we are only 2% short of the peak 
employment level recorded in August of 1981. 

As is well known, the rate of growth in North Ameri- 
ca slowed noticeably over the course of the summer 
months. Recent concern about this development, in our 
view, is unwarranted. Indeed, we ought to welcome it. 


For insofar as a more moderately paced recovery will help 
to preserve the gains we have made on the inflation front, 
there is greater likelihood that we will witness the usher- 
ing in of a new era of economic stability - an era charac- 
terized by progressive gains in employment, high rates of 
business investment and a rebound in productivity 
growth and living standards. 

Itis the Bank of Montreal’s view that Canada and the 
U.S. both are on the doorstep of this new era of stability. 
We have the ability to cross the threshold, but we could 
also take a step backwards —- to a period of heightened 
instability characterized by rapid inflation, slow growth in 
productivity and living standards, and stop-go monetary 
and fiscal policies. The choice is ours. 


II. THE DANGERS OF EXAGGERATION 


At this juncture, it is vital that Canadians not exag- 
gerate their economic problems: exaggeration can lead to 
policy mistakes that could prevent the full realization of 
our rich potential. 

Specifically, we need to guard against an overly pes- 
simistic view of Canada’s near term prospects. A number 
of prominent forecasters have suggested that the recovery 
is about to abort and/or that the economy is poised for a 
sharp intensification of inflationary pressures as early as 
1984. We think both of these views are in error, given the 
monetary and fiscal policies currently in place. 

Consider the case for the proposition that the current 
recovery is about to falter. It is based on the notion that 
interest rates in real terms are simply too high to sustain 
the recovery much longer. And the reason for high real 
rates? Large current and prospective budget deficits, com- 
bined with continued restrictive monetary policies. 

As will be made clear in Section VI of this brief, 
prospective budget deficits are a serious problem, but for 
the long-term, not the immediate future. Because fiscal 
policies in both Canada and the U.S. have become more 
expansionary, they are actually serving to expand real 
output and employment, rather than inhibiting them. 
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The same can be said of Canadian and U.S. monetary 
policies over the course of the past year. Money growth 
has been quite rapid and interest rates have fallen 
dramatically. In consequence, the rebound in real 
economic activity has been robust. True, interest rates are 
now much higher than the current inflation rate. But that 
difference is not meaningful: real interest rates are deter- 
mined by the expected future rate of inflation, not the 
current rate. Insofar as market participants believe — and 
there are a great many who do - that inflationary pres- 
sures will mount quickly, bringing back near double-digit 
rates of inflation in late 1984 or early 1985, then real rates 
of interest, especially longer term rates, may not be high at 
all. 

Since inflationary expectations are not measurable 
directly, real interest rates must be estimated. And the 
range of estimates, given widely divergent forecasts of 
inflationary expectations, makes suspect any claim about 
the height of real interest rates. 

We do not believe that it is fruitful to assess the course 
of recovery in Canada and the U.S. on the basis of unreli- 
able estimates of real nterest rates. We have already seen 
the dangers in that: forecasts of a sluggish North American 


recovery in 1983 were based on the notion that real rates 
would remain too high to support anything else. How- 
ever, as the evidence makes clear, the pace of recovery to 
date parallels rather closely the average growth rate 
experienced in earlier post-war recoveries. 


Monetary Policy and the Recovery 


To assess the outlook for Canada and the U.S., we 
believe it is much more useful to highlight an important 
change in policy approach by Canadian and U.S. mone- 
tary authorities. Canada formally abandoned monetary 
aggregate targeting late last year, in favour of an approach 
the objectives of which included, first, promoting a mod- 
est economic recovery consistent with containment of 
renewed inflationary pressures, and second, fostering a 
stable interest rate environment and a stable Canadian 
dollar. 

Interpreting the change in U.S. monetary policy is 
more complex. While the targeting of monetary aggre- 
gates has not been abandoned formally, their role in U.S. 
Federal Reserve policy is much less decisive today than it 
was in the period from October 1979 through the early 
part of 1982. Since then, Chairman Paul Volcker has also 
pursued a policy aimed at fostering a more stable interest 
rate environment and a modest, inflation-resistant 
recovery. 

Chairman Volcker has been very forthright in his 
policy statements regarding the changed posture of U.S. 
monetary policy. And the Fed’s actions to date speak for 
themselves: convinced at mid year that the relationship 
between its new M1 aggregate and the pace of nominal 
GNP growth was no longer reliable, the Fed showed a 
willingness to abandon its former ‘’unrealistic’’ targets in 
favour of more generous targets that it believed were in 
keeping with its stated objectives. Moreover, in estab- 
lishing new target ranges for M1, the Fed carefully 
avoided committing itself to them, describing them as 
“monitoring ranges” only. And finally, for the first time 
ever, Chairman Volcker described the Federal Open Mar- 
ket Committee’s economic outlook as representing the 
economy’s ‘central tendency”, a not-so-subtle change in 
emphasis that has been interpreted as the Fed’s desired 
path for the economy. And what is that path? It is one of 
modest real growth and low inflation. 

It is precisely because we believe that the Canadian 
and U.S. monetary authorities intend to stick to policies 
aimed at promoting their stated objectives that we are 
confident that the recovery will be sustained at a moder- 
ate pace without any significant rebound in inflation, 
despite relatively high market interest rates. 

Interest rates could, of course, move to lower levels in 
the months ahead. However, we believe the monetary 
authorities will foster such rate declines only if they 
become convinced that the recovery is likely to weaken 
too much in the absence of interest rate reductions. 

What of the argument that the North American 
economy is poised for another sharp rebound in inflation 
as early as 1984? Apparent support for this view is pro- 


vided by the fact that for a period of about 12 months 
starting in the middle of 1982 money growth in both 
Canada and the United States has been very rapid. Taking 
account of the usual lags in the relationship between 
money growth and inflation, many commentators have 
concluded that sharply intensified inflationary pressures 
will be in evidence around mid-1984. We disagree. 

A key reason is that there has been a breakdown in 
the historical relationship between money growth and 
nominal GNP - the breakdown being attributable to the 
changed regulatory environment in financial markets, 
and the recent flood of new financial instruments gener- 
ally. In consequence, there are solid grounds for attaching 
less weight to the observed rapid pace of money growth 
since the middle of last year. 

Rapid money growth could, of course, be a factor 
responsible for the maintenance of high inflationary 
expectations. But what is lacking is a credible explanation 
of how those inflationary expectations get translated into 
actual wage and price decisions. In our view, the persis- 
tence of considerable slack in both labour and product 
markets, as well as heightened competition both domesti- 
cally and internationally, will exert a more dominant 
influence on wage and price decisions for the next year or 
so at least. 

Of course, the trend rate of inflation over the longer 
run will be determined by the trend rate of money 
growth. But, a rapid increase for one year, at a time when 
so much excess capacity prevails, may not do much to 
reignite inflation. The increase would probably have to 
persist for much longer. And that, we submit, is precisely 
what the Canadian and U.S. monetary authorities will try 
to avoid. 

The question of the near term outlook is important 
because, at the moment, Canadian policymakers are 
under intense pressure to do much more than they are 
now doing to restore strong economic growth quickly. 
Any significant policy change at this time, however, could 
undermine whatever other initiatives we might under- 
take to improve our long term economic prospects. The 
policy actions we undertake now will determine the 
shape of Canada in the future. 

There is, of course, a disadvantage to a course of 
action that promises only a moderate recovery after a 
recession of unusual severity: the unemployment rate 
will remain at unacceptably high levels for years to come. 
A justifiable case can be made for programs aimed at 
alleviating some of the pain of unemployment, but there 
is no clear justification for: 

(a) programs aimed at overstimulating the economy. 
Such policies would achieve only temporary success 
since, in the wake of the renewed inflationary pressures 
they would ignite, they would inevitably be followed by 
restrictive policy actions further down the road; 

(b) programs aimed at providing additional protec- 
tion for domestic industries from foreign competition. 
Such policies would merely delay the adjustments that 
would ultimately be required and, in light of ever-grow- 


ing competition from the rest ofthe world, make the scale 
of adjustment that much larger in the future; 

(c) programs aimed at shoring up industries that are 
no longer viable without significant government support. 
As is true of restrictions in international trade, such 


policies merely delay inevitable adjustments. 

The alternative Canada needs to consider now is the 
development of a strategy that will permit it to become 
more competitive in an increasingly competitive world 
economy. 


It. CAN AD A’S OVERALL STRATEGY 


No single comprehensive strategy can be made to fit 
the Canadian situation. Ours is a mixed economy requir- 
ing a mixed strategy. We do, however, favour policies that 
place greater reliance on market forces to determine the 
allocation of the bulk of Canada’s resources in order to 
promote greater efficiency and productivity. In a word, 
this implies adopting a ‘‘neutral’”’ policy approach in many 
areas. 

A neutral approach means, for example, that the 
effective tax rate on capital should not depend on the kind 
of investment undertaken, or the industry in which it is 
used; it means providing essentially the same treatment to 
foreign capital as to domestic capital; it means resisting 
pressures to protect domestic industries from foreign 
competition, or to subsidize domestic industries in an 
attempt to give them an international competitive 
advantage; it means resisting pressures to impede the 
regional redistribution of capital and labour that would 
ultimately occur in the absence of government interven- 
tion; and it means limiting government ownership and 
control to areas of the economy where reliance on private 
market activity would distort the allocation of resources. 

Placing greater reliance on market forces implies 
rejection of the idea of an all-encompassing ‘industrial 
policy”. If greater efficiency and productivity are to be 


promoted in the private sector, policy must be directed 
toward promoting greater market discipline. Let the mar- 
ketplace, not economic planners, mete out the rewards 
and punishments; let the conduct of business be com- 
pelled by the forces of competition, not by those who 
possess political power. The fundamental problem with an 
industrial policy is that we know, before the fact, very 
little about what constitutes a ‘winning’ industrial 
structure. There are no generally accepted economic 
criteria to guide us in deciding which industries should 
receive government support, and which should not. The 
danger is that even well intentioned policy makers would 
find their task considerably complicated by inevitable 
political pressures. In all likelihood, the net result would 
be an unworkable strategy that would attempt simul- 
taneously to promote ‘‘winners’” and protect ‘‘losers”. 
Under such circumstances, the Canadian economy would 
come out a net loser. 

To implement flexible, market-driven strategies, 
Canadian policy makers will need to be alive to develop- 
ments in a number of areas. These are discussed in the 
remaining sections of this brief. The fourth section will 
discuss Canada’s Trade Strategy. The fifth section will deal 
with Canada's Resource Mobility Strategy. The sixth and final 
section will focus on Canada’s Fiscal Strategy. 


IV. CANADA’S TRADE STRATEGY 


Trade policy should receive top billing in any discus- 
sion of Canada’s economic strategy. With nearly 30% of 
our GNP being generated by exports, it is evident that a 
strong trade performance is absolutely vital to the health 
of the Canadian economy. 
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But another important source of strength to the 
Canadian economy is its large volume of imports. This is 
not an especially popular view in some circles, but there is 
no denying its validity. Because of imports, Canadian 
living standards are much higher than they would be 
otherwise: we have access to a wider range of goods at 
lower prices than if those goods were produced here. In 
addition, imports play an important role in fostering gre- 
ater productive efficiency, both directly and indirectly, in 
Canadian industry. In an important sense, a stronger 
export performance is to be welcomed because it provides 
us with the wherewithal to import more. 


The Benefits of Trade and the Costs of Trade 
Restrictions 


Nations trade with one another only because it is to 
their advantage to trade. Through trade, the world’s 
resources are used more efficiently. Greater efficiency in 
turn means greater quantities of goods and services from a 
given volume of resources — or, equivalently, higher real 
national incomes. Potentially, all countries can share in 


the gain from this greater abundance of goods and ser- 
vices. The resources used by nations to produce exports 
could be used to produce the goods and services they 
import — but not as many as they get in return for their 
exports. Therein lies the gain from trade; therein lies the 
gain from the increased efficiency that an open trading 
system promotes. 

Trade restrictions reduce production and realincome, 
and redistribute the smaller amount of real income in 
favour of businesses and workers in protected industries. 
Every claim for protection, no matter its guise, is essen- 
tially a claim for special preference at the general expense; 
every protectionist measure makes a select few better off 
at the cost of making everybody else worse off. 

We need to put to rest the argument that imports 
reduce employment opportunities for our citizens. Those 
who advance this view assume implicitly that employ- 
ment opportunities for Canadians are frozen; that there 
are no alternative uses for our labour resources; that 
resources displaced by imports cannot be shifted to the 
production of other goods and services. Simply put, there 
are no grounds for this view. 

If poor economic performance has idled resources 
and led to high unemployment, increased import pene- 
tration could add to the problem. However, such a state of 
affairs provides, at best, a very weak justification for the 
use of of trade restrictions. If the aim is to promote output 
and employment growth, trade restrictions are a poor 
substitute for conventional monetary and fiscal policies. 
Moreover, trade restrictions frequently invite retaliation; 
they distort the allocation of resources; and they often 
undermine or delay the adjustments that restrictive 
macro-economic policies were intended to foster. In short, 
not only are trade restrictions inferior to conventional 
macro-economic policies, they would probably not result 
in any significant employment gains, even in the short 
run; in the longer run, employment would probably 
decline. 


The Costs of Adjustment 


Of course, we cannot blind ourselves to the costs of 
adjustment imposed when imports displace domestic 
products. In some instances, entire communities suffer. 
Workers are laid off; profits are depressed; spending 
within the community declines, which causes additional 
layoffs elsewhere. People are forced to look for new jobs, 
often far away from their current homes. There are mov- 
ing expenses and additional costs associated with the sale 
of their existing homes and the purchase of new ones; 
some workers are unable to relocate at all due to other 
circumstances. Many are forced to acquire additional 
training and/or education. There are other costs as well, 
which, though difficult to quantify, are nonetheless 
important - moving away from friends and familiar sur- 
roundings, and breaking community ties. 

To those dislocated by imports, vague assurances of 
higher living standards in the future seem all too 
inadequate. They will surely want to know where they 


can move to improve their economic lot. The fact that 
precise answers are difficult to find does not mean that 
trade restrictions constitute the correct policy response. 
What it does mean is that trade and related domestic 
policies should be fashioned to facilitate the long-run 
structural adjustments occasioned by increased import 
penetration and the impact of technology. Supplementary 
policies aimed at facilitating the adjustment and easing its 
impacts — such as shifting resources to where they can be 
more productively employed, improving the flow of 
information about employment and investment oppor- 
tunities elsewhere, and providing labour retraining and 
financial adjustment assistance — are a few possibilities. 

In a fundamental sense, dislocations caused by 
imports are similar to the dislocations caused by dynamic 
change within the domestic economy. And just as it is 
generally inappropriate to resist adjustments that occur 
domestically, so it is generally inappropriate to resist 
adjustment that is made necessary by competition from 
abroad. Government intervention to restrict imports 
could benefit workers and employers in those affected 
industries, but the costs would be shouldered by the rest 
of the economy. Moreover, the successors of workers 
receiving import protection will not be as well off as they 
could have been; they will continue to work in industries 
that can only afford to pay relatively low wages. 

Canadians have long recognized the validity of these 
arguments: with some exceptions, we have one of the 
most open trading systems in the world. Nevertheless, at a 
time when the current government is under intense 
pressure to raise trade barriers, it is well to heighten public 
awareness of the distinct advantages Canada enjoys 
because of open trading policies. 

Unfortunately, the strength of Canada’s trade per- 
formance is governed by more than just its own policies. It 
is determined, as well, by the trade practices of our trading 
partners. In this regard, Canada has good reason to be 
concerned. In our view, both the spirit of long-established 
rules under General Agreement on Tariffs and Trade 
(GATT), and the multilateral character of GATT are being 
threatened by the proliferation of trade restrictions. 
Unless this trend is reversed, the effects on Canada could 
be decisively negative. A commendable study by the 
External Affairs Department, Canadian Trade Policy for the 
1980s, puts the issue in perspective: 

“There are no magic alternatives to the open 

multilateral system which has guided Canadian 

trade policy and performance in post-war years 
and which provides a basis on which bilateral 
trade relations are conducted. This system, 
embodied in the GATT, has served Canada well. 

We need only look at the dramatic growth in our 

exports and the increasing contribution of trade 

to our GNP as evidence of the benefits to the 

Canadian economy of the agreed multilateral 

rules. They give us improved access to export 

markets and the certainty and predictability 
which the private sector needs in making 


investment decisions. We stand to gain through 
efforts to strengthen both the capacity and the 
credibility of the system. We stand to lose if 
actions are taken which weaken or undermine 
its principles. Jt is not a matter of choice but of sheer 
necessity for Canada. In a one-on-one trade world, 
we would be at a decided disadvantage with 
larger trading partners.” 


The Threat of Protectionism 

The immediate threat to our open trading system is 
the spate of protectionist measures spawned in the wake 
of weak growth since 1978 and the 1981-82 recession. The 
world economy is currently plagued by a substantial 
under-utilization of resources. The unemployment rate in 
the OECD countries, which averaged less than 3% in the 
early 1970s, is over 10% today. Capacity utilization rates 
in many sectors in nearly all countries are near post-war 
record lows. Bankruptcy rates have soared. The mounting 
debt problems of several developing nations have forced 
the introduction of severe ‘’adjustment programs” pre- 
mised on increasing exports and reducing imports. 

Heightened protectionism can only serve to prolong 
the stagnation of world trade and depress the pace of 
world activity generally. Moreover, in the face of rising 
protectionism, the problems plaguing the less developed 
debtor nations can only worsen. The negative effects of 
protectionist measures are amply illustrated by history. As 
we saw in the 1930s, tariff warfare among industrialized 
nations fed on itself, contributing significantly to the 
depth and length of the Great Depression. 

The recovery will eliminate some, but by no means 
all, protectionist pressures. Indeed, the economic and 
political strains on the open trading system could intensify 
even as the recovery strengthens. First, the postwar baby 
boom has resulted in a large increase in the number of 
young people in the labour force in most industrial coun- 
tries. At the same time, the female labour force participa- 
tion rate has increased. What this implies is an increased 
supply of less experienced, less skilled workers at a time 
when changes in the composition of industrial output 
have increased the demand for experienced and skilled 
labour. This, in turn, will increase labour market frictions. 

A second trend is heightened competition in estab- 
lished industries from the newly industrialized countries 
(NICs). In 1970, only 5% of manufactured imports of 
countries of the OECD came from the developing coun- 
tries. In 1981, the share was almost 10%. This competition 
can be expected to increase and spread, adding to the 
existing pressures to adjust output and employment in 
traditional labour-intensive industries. 

A third trend is the growing importance of technolo- 
gy-intensive trade, and the continued relocation of prod- 
ucts on the low end of the technology scale to lower-cost 
developing countries. Once again, this implies added 
adjustment pressures on resources in the advanced coun- 
tries. The need to adjust will broaden as the current NICs 
move up the technological ladder into new products and 
as other NICs emerge. 


Will industrial countries respond by relocating 
resources to production on the upper end of the technolo- 
gy scale — a development that could serve to stimulate 
growth in both groups of countries — or will the required 
adjustments be resisted by resort to trade barriers? If 
recent history serves as any guide to the future, there are 
grounds for grave concern. Much has been made of the 
reduction in tariff barriers over the course of the past 30 
years. However, tariffs were long ago displaced by non- 
tariff barriers as the principal means of restraining trade. 
Although these barriers are frequently less visible and less 
easily detectable, they are no less insidious in terms of 
their effects. 

Non-Tariff Barriers 

Non-tariff barriers take many forms. The most famil- 
iar ones include: export subsidies; countervailing duties; 
government procurement practices; customs and entry 
inspection procedures; quotas; exchange controls; special 
import charges; ‘orderly’ marketing arrangements; local 
content requirements and reciprocity. But these are not 
all. Foreign exchange market intervention can at times 
prove as restrictive as tariffs. And tax regimes can be 
altered in ways to ensure that those industries experienc- 
ing the greatest import competition will have the lowest 
effective tax rates. Even ‘‘counter-trade’’ - more popu- 
larly known as barter - is a kind of non-tariff barrier. The 
potential list of such non-tariff restrictions is limited only 
by the imagination. 

Coming to grips with non-tariff barriers is proving 
difficult. This was amply demonstrated in the Tokyo 
Round of negotiations completed in 1979. Although the 
valuation and technical barriers codes hammered out in 
this latest agreement seem to be working reasonably well, 
the same cannot be said of the subsidies codes — especially 
those on agriculture. Moreover, only little progress was 
made on indirect subsidies. Indeed, concessional govern- 
ment financing was completely set aside by the signatories 
to the Tokyo Round agreement. In addition, Article 20 
provided an out for many existing commodity agree- 
ments, such as those on coffee, textiles and footwear. 
Finally, only limited progress has been made since 1979 in 
signing on many of the developing nations. 

More obviously needs to be done. The subsidy ele- 
ment in long-term government-financed export credits 
has grown dramatically in the last several years; counter- 
vailing duties, import quotas and orderly marketing 
agreements have proliferated at a rapid pace; ‘“‘counter- 
trade’, the most rapidly growing area of state trading, 
currently accounts for between 10% and 20% of all world 
trade, according to U.S. Department of Commerce esti- 
mates; and the problem of agricultural subsidies has 
worsened. The list of trade restrictions is lengthening. 

These trade restrictions are undermining the spirit 
and effectiveness of GATT rules. Add to that the growing 
interest in reciprocal trade restrictions —- motivated by 
grave concerns in both Europe and the U.S. over their 
growing trade deficits with Japan -— and it is evident that 
the multilateral character of GATT is under threat. 


Canada’s Role 


The rising tide of protectionism must be reversed. 
Canada can and should play an important role in advanc- 
ing the substantial agenda of reforms that would help 
stem this tide. Countries must fashion trade policies that 
encourage adjustment to changing economic conditions. 
Ways must be found to induce and encourage the 
developing nations to become full partners in the open 
trading system. Both the developed and the developing 
nations must become convinced that improved mutual 
market access is beneficial. All must be made to recognize 
that in the absence of measures aimed at multilateral trade 
liberalization, pressures to restrict trade, to the detriment 
of all, will mount. The letter and the spirit of the GATT 
approach must be restored. 


Services Trade 


More needs to be done. The GATT umbrella needs to 
be widened to cover international trade in services. The 
advantages that accrue to individual nations and the 
world economy generally from trade in services are no 
different from trade in goods. Barriers to trade in services, 
like barriers to trade in goods, reduce real national 
income, and redistribute that smaller income to the 
industries receiving protection. As with restrictions on 
goods trade, services trade barriers hinder the movement 
of resources into their most efficient uses. 

Many of the large service economies — the U.S. and 
the U.K., for example - are advocating a more liberal 
trading order in services and the incorporation of trade in 
services into the GATT work program. They are pressing 
the issue, in part because they each perceive that they 
enjoy a comparative advantage in services — an advantage 
they need to offset their loss of competitiveness in tradi- 
tional labour-intensive and low technology industries. 
Failure to come to grips with the complex issues raised by 
trade liberalization in services could well foster added 
restrictions on trade in goods among the major industrial 
countries, an outcome that would inhibit the growth 
prospects of the developing nations of the world. 


Investment and Trade 


There is need as well to come to grips with barriers to 
the free flow of direct investment across international 
borders. Because direct investment is one of the most 
efficient instruments for the transfer of resources and 
technology, it should be generally free of restrictions. In a 
number of respects, direct investment can serve as a sub- 
stitute for trade in goods and services, and the need to 
re-establish the momentum toward trade liberalization 
extends to direct investment as well. 

Despite this, there is still no existing framework, or 
set of guidelines, to ensure free and fair investment 
exchanges between all nations. There are some codes for 
particular groups of nations, but there is no institution 
such as GATT that brings all countries together. 


Many countries, both industrial and developing, 
have a “screening body” to regulate and limit the inflow 
of direct foreign investment. In the industrial countries, 
most emphasis is placed on restricting the takeover of 
existing firms rather than on the establishment of new 
firms and plants by foreigners. Takeovers, mergers and 
acquisitions by foreigners are often viewed with suspi- 
cion, but in many instances, this seems to lack a rational 
foundation. In many Third World countries, considerable 
concern exists, equally irrational in most instances, 
because direct foreign investment is viewed as a vehicle 
for ‘‘economic colonialism”. 

In recent years, much direct foreign investment has 
been welcomed, with the aid of tax incentives or sub- 
sidies, for its employment-creating effects. Unfortunately, 
many of these incentives actually distort the pattern of 
trade because the incentives themselves are often linked 
to export service and other performance requirements. 
Many countries have also begun to use or to consider local 
content legislation and joint ventures as methods of pro- 
tecting sensitive industries. In the absence of greater 
international discipline, the use of these trade-distorting 
investment practices is likely to increase. Extending inter- 
national rules to cover foreign direct investment flows is 
clearly warranted. 

In our view, Canada needs to adjust its policies 
towards foreign direct investment in order to bring them 
into better line with its trade policies. Part of our difficulty 
results from the National Energy Program (NEP). By 
reducing the attractiveness of Canada to foreign investors, 
the NEPinduced a large sell-off of foreign equity positions 
in Canada’s energy sector. For the most part, these assets 
were purchased by Canadian investors with borrowed 
funds. In effect, debt was substituted for equity, precisely 
the opposite of what Canada really needed. The Foreign 
Investment Review Agency (FIRA) also contributed to the 
flight of capital from Canada, by reducing investment 
incentives for foreigners willing to invest in Canada’s 
future. The general policy environment created a sense of 
insecurity even among Canadian businessmen. Many 
Canadian firms chose to diversify their risks by investing 
abroad, draining even more equity from this country. 
Partly as a consequence, foreign direct investment in 
Canada fell by $4.6 billion in 1981, and by another $1.4 
billion in 1982 — a sharp reversal from the string of posi- 
tive foreign direct investment flows that characterized 
most of our history up to then. 

Canadians need once again to recognize the distinct 
advantages conferred on them by foreign direct invest- 
ment. Not only does it supplement domestic sources of 
capital, but it also provides a valuable share of technical 
and managerial know-how and access to markets abroad; 
it flows directly into some of Canada’s most productive 
activities, and generates its own capacity to pay for itself; 
and it results in an increase in the taxable income base for 
the federal and provincial governments. Despite the 
rhetoric that is often heard to the contrary, foreign direct 
investment has not served to undermine Canada’s politi- 


cal independence. To impede the flow of foreign direct 
investment is to suffer costs without apparent benefit. In 
this regard, recent changes in the way in which FIRA is 


processing applications are to be welcomed. We hope this 
action can be broadened in the future. 


V. CANADA’S RESOURCE MOBILITY STRATEGY 


The principles that should underlie Canada’s inter- 
national trade and investment policies apply with equal 
force to our domestic economic policies. Inside Canada, 
there should be free movement of goods, services, and 
labour and capital resources. Unfortunately, as we know, 
there is not. A web of regulations and restrictive trade 
practices hampers such movement. 

Agricultural products often move across provincial 
borders with great difficulty; sometimes passage is pro- 
hibited. Provincial procurement policies often restrict 
government purchases to regional firms in an effort to 
support local industry. The freedom of business enter- 
prises to hire non-provincial residents is frequently 
restricted. Acquisitions of local firms by out-of-province 
interests are often resisted, as are land purchases by non- 
provincial residents. Outright grants and subsidies, and 
tax breaks, are frequently used by provincial govern- 
ments to shore up firms and industries that are no longer 
viable, and to protect them from ‘‘foreign’’ competition. 
All indications are that these practices are proliferating. 

In economic terms, such policies are analagous to the 
protectionist walls raised by many nations of the world. 
And, as in the case of restrictive trade and investment 
practices internationally, the net effect of these domestic 
restrictions is negative: provincial or sub-provincial 
groups may gain, but only at the expense of the rest of 
Canada. Canada’s overall performance, and its long-term 


potential, are hampered by parochial barriers to the 
movement of goods, services and resources. 

Just as harmful is the use by provincial governments 
of their tax and spending authority to entice business to 
their jurisdiction, or to prevent their departure. Such 
policies are frequently self-defeating insofar as they are 
introduced because ‘everyone else is doing it.’ Location 
of business within Canada ought to be determined on its 
economic merits, not on tax law. 

The costs associated with the many trade and invest- 
ment restrictions imposed by provincial and sub-provin- 
cial groups would seem to be significant. This, however, is 
not often recognized. There is no lack of explanation of 
the benefits that are alleged to flow from these gov- 
ernmental initiatives but, at times, proponents would 
have us believe that there are only benefits — or, at worst, 
that the costs are negligible by comparison with the 
benefits. The reverse may often be true. 

We would suggest that this Royal Commission 
undertake its own independent analysis of the benefits 
and costs of the many regional barriers that hamper trade 
and investment flows within Canada. We would hope 
that this would lead to greater recognition of the need for 
federal-provincial cooperation to promote interprovincial 
trade and the movement of scarce labour and capital 
resources in response to the dictates of the marketplace. 


VI. CANADA’S FISCAL POLICY STRATEGY 


An aspect of Canadian fiscal policy that is of consider- 
able concern to the Bank of Montreal is Canada’s large 
prospective budget deficits. Policy debates on this issue are 
extremely complex and confusing. Some economists 
declare that deficits are inflationary; others disagree. 
Another group of economists tells us that deficits raise 
interest rates, pre-empting saving that would otherwise 
be used to finance business investment; others disagree. 

To add to the confusion, we are told by yet another 
group of economists that the size of current and projected 
budget deficits are not as large as they appear. They claim 
that once the actual budget deficits are ‘‘corrected”’ to take 
account of the effects of recession and inflation, the 
deficits largely disappear; according to some estimates, the 
“Teal’’ deficits are actually surpluses. Many are skeptical: 
how can ever-larger claims of the government on people’s 
savings be consistent with the government running a 
budget surplus? In our view, this skepticism is justified. 

In this section of the brief, four basic questions are 
addressed: 
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1) Are deficits inflationary? 

2) Do deficits ‘“crowd out” private sector activity? 

3) In what sense are inflation and cyclical adjust- 
ments of budget deficits appropriate? 

4) Are current and prospective budget deficits too 
high or too low? 


Deficits and Inflation 


A simple comparison of inflation and budget deficits 
suggests that the relationship is often negative: larger 
deficits have typically, in the short-run, been associated 
with falling inflation and vice-versa. Recent Canadian and 
U.S. data illustrate this clearly: the very large increases in 
federal government deficits in 1981 and 1982 have been 
associated with falling inflation. This short-run associa- 
tion really proves nothing: it was the result of the reces- 
sion, which raised the deficit, while serving to reduce 
demand-induced inflationary pressures. 


Government of Canada Deficit 
and Inflation 
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A longer-run view of this relationship does not shed 
much light on the topic either. In the last eight or nine 
years, high deficits have generally been associated with a 
worsened inflation performance, but this result may be 
spurious. Until 1974, deficits and inflation in North 
America had not shown any systematic relationship. 


Government of Canada Deficit 
and Inflation 
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There is a better explanation of the post-1973 accel- 
eration in inflation: it originated with food and fuel price 
shocks and became entrenched as a result of overly 
expansionary monetary policies. Indeed, in the long-run, 
inflation is essentially a monetary phenomenon. There- 
fore, large government deficits serve to raise the rate of 
inflation only if they are financed by money creation. 
Increased deficits can, by adding to aggregate demand, 
lead to a once and for all change in the price level, 
aggravating inflation in the short-run, but this will have 
no permanent impact on inflation unless those deficits are 
monetized. 

Both the Canadian and U.S. experience show that 
there has in fact been very little correlation between 
money (or bank reserve) creation and deficits. From 1971 
to 1973, for example, rapid money supply growth in 
Canada was accompanied by little or no change in the 
federal government balance. In contrast, the large deficits 
recorded since 1978 have been accompanied by a slow- 
down in the rate of money growth. In the U.S. as well, 
increases in the deficit have often been associated with 
periods of weak or negative money growth. These nega- 
tive associations often occur for cyclical reasons: slow 
money growth weakens real economic activity in the 
short-run, which serves to raise budget deficits. 


Bank Reserve Growth 


and Government of Canada Deficits 
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These historical relationships, however, may not fur- 
nish us with a guide to how the monetary authorities will 
respond to persistently high budget deficits during the 


next few years. What apparently concerns financial mar- | 


ket participants is that if large deficits persist, the govern- 
ment may eventually have no other choice but to acceler- 
ate the growth in the money supply which spells an 
increase in inflation down the road. 


Deficits and “Crowding Out” 


In financing budgetary deficits, the alternative to 
money creation is the issuance of government debt. Bor- 
rowing, however, puts the government in competition 


with the private sector for available funds. According to 
many financial commentators, increased government 
borrowing simply ‘‘crowds out” an equivalent amount of 
private borrowing. 

From a short-run perspective, the notion of ‘‘crowd- 
ing out” enjoys little support. Indeed, in both Canada and 
the U.S., increases in the federal deficit have often been 
associated, contemporaneously, with decreases in interest 
rates. This reflects, in part, the aforementioned short-run 
relationship between increasing deficits and declining 
inflation: the better price performance serves to reduce 
the inflation premium imbedded in interest rates. 
Moreover, it reflects the association of both deficits and 
interest rates with other variables, particularly the level of 
economic activity. Slower GNP growth raises budget 
deficits as revenue growth slows and government outlays 
for programs like unemployment insurance rise. At the 
same time, real interest rates fall because the reduction in 
private sector borrowing more than offsets the increase in 
government borrowing. 


Debt of U.S. Nonfinancial Sectors 
as a Ratio to GNP 
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From a longer-term perspective, there is stronger 
evidence in support ofthe notion that government deficits 
do ‘’crowd out” private borrowers. This conclusion is 
supported by the fact that, in the U.S. at least, there has 
been considerable long-run stability in the ratio of total 
debt - government plus private - to GNP. An increase in 
government debt relative to GNP, therefore, implies a 
corresponding reduction in private sector debt relative to 
GNP. Higher real interest rates, the result of increased 
government borrowing, are the means by which borrow- 
ers are crowded out. 

Short-run deficit increases, however, need not crowd 
out an equivalent amount of private borrowing. During 
recessions, for example, budget deficits can and do 
increase without crowding out private sector activity. Pri- 
_ vate demand is simply much weaker during such periods, 
and no investment is pre-empted by a lack of funds. 
However, if excessive deficits persist well into recoveries, 
they then can enter into conflict with expanding private 
sector requirements, which can lead to crowding out. 
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In Canada, the situation is more complex. The ratio of 
total debt to GNP has been much less stable than in the 
U.S. This suggests that increases in the ratio do not serve to 
crowd out private borrowers to the same extent as would 
appear to be the case in the U.S. The reason? With ready 
access to foreign capital markets, Canadians have shown 
considerable willingness to go abroad to borrow funds 
whenever a spread opened up between Canadian and 
foreign interest rates. To illustrate, the ratio of total debt to 
GNP has increased considerably since 1974. This was a 
period of time when both federal debt and foreign bor- 
rowing increased as a proportion of GNP. A rising ratio of 
government debt relative to GNP, by forcing up domestic 
relative to foreign interest rates, apparently drove many 
private borrowers abroad to satisfy their loan demands. 

While borrowing abroad at relatively lower interest 
rates provides an escape mechanism from the higher real 
rates that would otherwise have prevailed, it is only a 
partial escape mechanism. Increases in federal debt rela- 
tive to GNP over the long-run still serve to drive up real 
rates of interest, albeit by less than in a closed economy, 
thereby crowding out some private sector borrowing. 

Why should this be the case? After all, Canada is such 
a small player in world financial markets that increased 
Canadian borrowing abroad would have a negligible 
effect on foreign interest rates. True, but increased capital 
outflows to service enlarged amounts of new debt will 
ultimately tend to exert downward pressure on the Cana- 
dian dollar. Canadians considering foreign currency debt 
issues would, therefore, ultimately assume a non-negligi- 
ble foreign exchange risk. The existence of a forward 
market does not provide borrowers with an inexpensive 
method of avoiding this foreign exchange risk: the cost of 
hedging is roughly equal to interest rate differentials, 
effectively leaving borrowers with the choice of paying 
the higher domestic rates, or of assuming an open foreign 
currency position. 

In a small open economy with easy access to foreign 
markets, crowding out may take longer, and may only be 
partial, but a continuous increase in the government debt 
to GNP ratio does force up real interest rates and is not any 
more sustainable than in a closed economy. The govern- 


ment debt to GNP ratio is consequently a key measure of 
the longer-term impact of government deficits. 


Cyclical and Inflation Adjustments 


What, then, are the implications of current and pros- 
pective federal budget deficits? Are they the source of 
little concern, as some have contended, or will they have 
adverse effects on the future rate of inflation, the future 
rate of capital formation, or both? 

The answer is not simple. Some commentators allege 
that current and prospective budget deficits are seriously 
overstated because of depressed business conditions and 
inflation. They insist on the need to correct actual budget 
deficits for these reasons. 

Why is there need to correct the budget for the effects 
of inflation? The argument has two parts. First, as a con- 
sequence of inflation, the nominal value of interest pay- 
ments on the public debt is raised. However, the inflation- 
induced increase in interest payments really represents a 
repayment of principal; the added interest payments are 
not part of the “real” deficit at all. For example, with 10% 
inflation, the real value of a bond having a nominal face 
value of $100 falls to $90 after one year. If the interest rate 
payable on the bond is 15%, then $10 of the $15 in interest 
payments really represents nothing more than repayment 
of the principal lost due to inflation. 

Second, in order for lenders to maintain the real 
value of their assets, those interest payments representing 
the repayment of principal must be allocated entirely to 
additional saving. Continuing our earlier example, if the 
$10 repayment of principal is not added to saving, the 
lender’s real wealth would decline. In making the infla- 
tion adjustment, it is assumed that lenders do attempt to 
maintain the real value of their assets. Accordingly, the 
“net” increase in government demand for loanable funds 
caused by inflation is offset by corresponding increase in 
private saving. 

Our empirical analysis does suggest that, in the long- 
run at least, savers attempt to maintain the real value of 
their assets. In the short-run, however, the savings rate 
does not adjust fully to changes in inflation. Inflation 
adjustments can, therefore, give us a distorted picture of 
reality in the short-run. Another short-run problem with 
inflation adjustments is that they fail to capture 
adequately the changes in market values caused by 
changing interest rates. In 1982, for example, the increase 
in the market value of bonds, due to reduced interest 
rates, outweighed the negative impact of inflation on 
outstanding debt. In the short-run, therefore, inflation 
adjustments may not be as simple as some would have us 
believe*. 

It should also be emphasized that inflation adjust- 
ments do not provide an estimate of what the deficit 
would have been in a non-inflationary environment. For 


* The same criticism can, of course, be leveled against the federal debt to 
GNP ratio. It is for this reason that we focus on the evolution of debt to 
GNP in the medium-term, instead of criticizing the current huge 
deficits which are partly cyclical in nature. 
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example, the federal government benefits from inflation 
because personal income tax tables are not indexed (the 
U.S.), or only partially indexed (Canada), because some 
(illusory) inventory profits are taxed, because the infla- 
tion premium component of investment income is taxed 
and because historical rather than replacement costs are 
used in calculating depreciation allowances. The impact of 
inflation on government finances is too complex to be 
captured by any simple adjustment procedure. 

It has also become increasingly fashionable to distin- 
guish between the cyclical and structural components of 
deficits. Why are cyclical adjustments required? Because 
recession-induced increases in deficits due to lower tax 
revenues and higher unemployment insurance payments 
are deemed to be temporary and come at a time when 
private sector demands are weak. For these reasons, 
deficits are adjusted to a more normal level of activity. This 
is increasingly becoming accepted practice but is not 
without its complications. 

The complications arise mainly in defining the 
appropriate size of cyclical corrections. Should the 
adjustment be based on the ‘‘full’”” employment level of 
activity — itself a nebulous concept - or an average level of 
activity over a typical cycle? To what extent should the 
adjustment be based solely on unemployment levels, 
which may reflect other factors such as structural malad- 
justments, lack of cost competitiveness, the structure of 
unemployment benefits, and pace of economic activity? 
Differences of opinion can result in sizeable differences in 
budget estimates. Each one percentage point variation in 
the unemployment rate causes a $3.3 billion variation in 
our estimate of the normalized deficit in Canada; it causes 
a $25 billion variation in the U.S. 

Some of these difficulties can be illustrated as follows: 
suppose the deficit is adjusted to a ‘‘normal’’ 7% 
unemployment rate. Under current circumstances, there 
is little prospect of attaining anywhere near an average 
level of unemployment of 7% over the next five years; 
ignoring the difference between the actual and nor- 
malized deficit would suggest that the large increase in 
government debt entailed by large budget deficits over 
that time period would be immaterial. Making such an 
adjustment would also imply that a policy-induced deficit 
increase of any magnitude, as long as it is temporary, would 
be of no consequence. But this is misleading in that the 
resultant deficit increase raises the ratio of government 
debt to GNP. 


Deficits Matter 


As the reader may have surmised by now, our answer 
to the question of whether current or prospective deficits 
are too high or too low requires an analysis of the impact 
of these budget deficits on the ratio of net government 
debt to GNP. The Canadian ratio was very high at the end 
of the war and then started to decline gradually as the 
government ran more or less balanced budgets for a 
number of years. Starting in the mid-seventies, large 
deficits emerged once again, rising very rapidly in recent 


years in the face of a slowed pace of economic activity. 
Our contention is that real interest rates could be pushed 
higher, slowing economic growth and hampering busi- 
ness investment, unless the federal debt to GNP ratio is 
brought under control or unless the Central Bank chooses 
to monetize the debt with obvious inflationary conse- 
quences. If the economy does not grow as quickly as 
planned, the larger budgetary deficits implied will make 
the future stabilization task even more difficult. 


TABLE 1 
Net Debt of Canadian Federal Government 
(As of March 31st) 


$ Billions % GNP* 
1947 133.0) 101.8 
1952 WA 47.6 
1957 Ie BBA 
1962 IBA 311,3 
1967 152 24.0 
1972 18.8 18.7 
1974 21:22 152 
1976 28.4 1525 
1978 44.9 20% 
1980 68.6 24.4 
1982 94.9 LSD 
1983e 12 OAI 32 
1987e 22222 43.6 


* Annualized GNP in the first quarter. Net debt is obtained by cumulating 
budgetary deficits. The forecasts for net debt were obtained from the 
budget documents of April 19th, 1983. 


This highlights the danger to private-sector-led 
growth emanating from the recourse to debt markets by 
governments to finance their large and persistent deficits. 
The most likely way to achieve higher rates of business 
investment over the medium-term is to foster a decline in 
real rates of interest, a task that will be difficult to realize 
without a reduction in the federal government’s ever- 
increasing claim on a limited pool of savings. Indeed, 
without a reduction of the “structural” budget deficit, the 
resultant higher real rates could negate many of the tax 
incentives aimed at promoting business investment. 

Unfortunately, prospects of further declines in real 
interest rates are in some question: a rising government 
debt to GNP ratio is projected through 1986-87, and dur- 
ing recoveries, private sector debt also typically increases 


as a percentage of GNP. To induce savers to hold more debt 
will require higher real interest rates. This is a key factor 
today, casting a shadow over the medium-term prospects 
for robust economic growth in Canada. 

Failure to make a substantial dent in the structural 
deficit may leave the monetary authorities with two 
equally unpleasant alternatives as the recovery proceeds: 
to allow real interest rates to increase and risk crowding 
out private sector activity, or to monetize the deficit, reig- 
niting inflationary pressures and thereby giving up the 
substantial progress towards price stability achieved at a 
very high cost in the last few years. 

The debate on budgetary deficits raises many con- 
tentious issues. Nevertheless, it is clear that budgetary 
deficits do matter. At the same time, deficits are unlikely to 
have much permanent impact on inflation unless they are 
monetized. But persistently high deficits do create condi- 
tions that are conducive to monetization. In the short- 
run, larger deficits can support faltering economic activi- 
ty; in the longer-run, however, persistently high budget 
deficits are likely to lead to crowding out. Cyclical and 
inflation adjustments, as they have been interpreted, 
focus on the question of whether or not fiscal policy is 
adding to or subtracting from aggregate demand in the 
short-run. They serve the important function of showing 
how the deficit is affected by inflation and the level of 
economic activity, and of indicating that deficits per se are 
not a cause for alarm. But they fail to take account of the 
economic and political dynamics of the situation. The 
danger is that the adjustments, by themselves, focus only 
on a limited part of the story and may give more comfort 
than is warranted to governments and the public about 
persistently large deficits. Insofar as current and prospec- 
tive budgetary deficits imply a rising debt to GNP ratio in 
both Canada and the United States, it seems clear that 
these deficits are too high and too costly. Unless the pros- 
pects are altered, they may well impair private sector 
activity during the rest of this decade. 

Difficult steps will be required to resolve Canada’s 
deficit problem. We need to reassess the merits of virtually 
every expenditure program in terms of its effectiveness, 
efficiency and equity. Increased attention also needs to be 
given to the process of periodically reviewing programs to 
weed out those that no longer have high priority or have 
proven ineffective. And finally, if this process still leaves 
us with a deficit problem, then let’s be honest with our- 
selves and fair to coming generations by picking up the 
tab, either in terms of user fees or tax increases. 


VII. CONCLUSION 


Canada’s potential is great. But realizing that poten- 
tial will prove elusive unless Canada is prepared to make 
the adjustments required to become increasingly com- 
petitive in an increasingly competitive world economy. 
We need to do more to promote a more liberal trading 
order, both among Canadians, and among the nations of 
the world. We need to promote greater resource mobility 
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within Canada in response to changed market forces. And 
we need to set into motion the forces required to 
accomplish a progressive reduction in Canada’s structural 
budget deficit. 

Progress on all these fronts will be difficult to achieve. 
But Canada’s history has been characterized by one dif- 
ficult adjustment after another. We certainly have not 


achieved anything approaching the textbook ‘’ideal”, but 
we have, nevertheless, achieved substantial progress. 

Just look at the record of Canadian progress between 
1948 and 1981: real GNP has increased by about 450%, 
employment has gone up by more than 200% and real per 
capita personal income after taxes — probably the best 
measure of Canadians’ living standards — has risen by 
about 250%. 
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It is, of course, impossible to forecast economic 
developments a quarter century out. A repeat perfor- 
mance of the last quarter century is not out of the ques- 
tion, nor nor would such a performance be viewed as 
disappointing. To accomplish even that, however, will 
demand greater adjustments than those demanded in the 
past. We can do it. The only question is, do we have the 
will? 
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